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CHAPTER 1
Piracy, Counterfeiting, and Market Competition
1.1. Introduction
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1.3. Market power in the presence of piracy
1.3.1. Theoretical framework
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1.3.2. The consumer
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1.3.3. The firm
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Proposition 1. The two firms’ decision variables are strategic complements. As the 
level of law enforcement ? increases, ceteris paribus, the best-response function 
for the genuine firm shifts to the right.
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1.3.4. Equilibrium
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Proposition 2. As the level of law enforcement ? increases, ceteris paribus, the 
equilibrium price of the genuine product and the equilibrium effective price of 
the pirated product increase, whereas the equilibrium price of the pirated 
product increases under weak IPR protection and decreases under strong IPR 
protection.
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Proposition 3. As the vertical differentiation parameter ?  increases, ceteris 
paribus, the difference in equilibrium prices between genuine and pirated 
products increases.
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Proposition 4. The equilibrium quantity of the genuine product is a U-shaped 
function of ? , whereas the equilibrium quantity of the pirated product is an 
inverse U-shaped function of ?.
Proof.
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Proposition 5. As the level of law enforcement ? increases, ceteris paribus, the 
profit of the genuine product producer increases, whereas the profit of the 
pirating firm first increases and then decreases.
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1.3.5. Consumer welfare
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Proposition 6. A higher level of law enforcement leads to a lower level of consumer 
welfare.
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1.3.6. Social welfare
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Proposition 7. The social welfare is an inverse U-shaped function of law 
enforcement.
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1.3.7. Demand substitutability and market power
???????????? ???????????? ????????????????? ????????????????? ??? ????????????? ???????????
???????????????????????????????????????????????????????????????????????????????????
??????????????????????????????????????????????????????????????????????????????????? ??
????????? ???? ???????????? ??????????? ??? ????? ???? ??????? ??????? ?? ??? ????? ????
??????????????????????????????????????????????????????????????????????????????????????
????????????????????????????????????????????????????????????????????????????? ??
??????????????????????????????????????????????????????????????????????????????????
?????????????????????????????
???
???
? ??
?
???
? ? ? ?
? ? ? ? ?? ? ? ? ??????
? ??
?
???
????
?
?? ? ????? ? ? ? ??? ? ?? ? ?? ? ??? ? ??
?? ? ? ? ???? ? ???? ? ??? ? ??? ? ??? ? ?? ? ???? ? ? ? ??? ? ??
?
?
??????????????
? ??
? ? ??
???
???????????????????????????????????????????????????????????????????????????????????????????????????????????????????????? ????
?
??? ? ? ? ??? ? ?? ? ?? ? ??? ? ??? ? ????? ? ??? ? ??? ? ?? ? ? ? ????
??? ? ? ? ??? ? ?? ? ?? ? ??? ? ??? ? ???? ? ??? ? ? ? ????
?
???????????????????????????????????????????????????????? ???????????????????????????
????????????????????????????????????????????????????????????????????? ??????????????
???
????????????????????????????????????????????????????????????????????????????????????????
???????????? ?????????????? ??????????????????????? ???????????????????????? ???????? ????
?????????????????????????????????????????????????????????????????????????????????????
??????????????????????????????????????????????????????????????????????????????????
???????????????????????????????????????????????????????????????????????????????????????
???????????????????????????????????????????????????????????????? ???????????????????????
????????????????????????????????????????????????????????????????????????????????????????
??????????????????????????????
Proposition 8. The cross-price elasticity between genuine and pirated products 
decreases with law enforcement, while the market power of the genuine firm 
increases with law enforcement.
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1.4. Counterfeiting and market competition
1.4.1. Theoretical framework?
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1.4.2. The consumer?
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1.4.4. Second stage - product competition
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Proposition 9. As the branded firm ?  increases its anti-counterfeiting efforts, 
ceteris paribus, the branded firm ? and counterfeiter ? will increase their output, 
whereas the branded firm ? and counterfeiter ? will decrease their output. That 
is, 
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Proposition 10. As the branded firm ? increases its anti-counterfeiting efforts, 
ceteris paribus, the branded firm ? and counterfeiter ? will charge a higher price, 
whereas the branded firm ? and counterfeiter ? will charge a lower price. That is, 
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1.4.5. First stage – anti-counterfeiting efforts
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Proposition 11. The two branded firms’ decision variables are strategic 
substitutes. The negative externality exists for the branded firms to take anti-
counterfeiting efforts.
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Proposition 12. The SPE anti-counterfeiting effort chosen by an individual 
branded firm is higher than the industrial optimum. That is, ??? ? ????? .
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Proposition 13. At both the firm and industry levels, the marginal profit?of anti-
counterfeiting effort for a branded firm increases with vertical differentiation.
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2.5.1. The effect of the Volcker Rule on risk-taking
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